Commentary: Exploring the Challenges of Electronic Commerce Taxation Through the Experience of Financial Instruments by Ring, Diane M.
Boston College Law School
Digital Commons @ Boston College Law School
Boston College Law School Faculty Papers
January 1996
Commentary: Exploring the Challenges of
Electronic Commerce Taxation Through the
Experience of Financial Instruments
Diane M. Ring
Boston College Law School, diane.ring@bc.edu
Follow this and additional works at: https://lawdigitalcommons.bc.edu/lsfp
Part of the Law and Economics Commons, and the Tax Law Commons
This Article is brought to you for free and open access by Digital Commons @ Boston College Law School. It has been accepted for inclusion in Boston
College Law School Faculty Papers by an authorized administrator of Digital Commons @ Boston College Law School. For more information, please
contact nick.szydlowski@bc.edu.
Recommended Citation
Diane M. Ring. "Commentary: Exploring the Challenges of Electronic Commerce Taxation Through the Experience of Financial
Instruments." Tax Law Review 51, no.4 (1996): 663-676.
HeinOnline -- 51 Tax. L. Rev. 663 1995-1996
Commentary 
Exploring the Challenges of Electronic 
Commerce Taxation Through the 
Experience of Financial Instruments 
DIANE M. RING* 
1. INTRODUCTION 
I was delighted to learn of the topic that Charley Kingson had se-
lected to present for the first Tillinghast Lecture. The international 
tax issues surrounding intangibles, electronic commerce, and commu-
nications technologies, in particular the questions of source-based tax-
ation, strike at the heart of change and uncertainty in international 
tax. Such a problem is well suited for consideration by the audience 
for this evening's lecture. 
Not surprisingly, a problem that cannot be resolved within Char-
ley's lecture most certainly is not to be solved in the Commentary that 
follows. What I would like to do is highlight a few points and identify 
useful avenues of comparison and analysis, as well as raise several 
concerns. 
My main point, which I will try to clarify and elaborate, is that as we 
begin to evaluate the regime developed for source-based taxation and 
adapt it to the taxation of the electronic commerce and intangible 
transfers! taking place today, I strongly urge making the most of a 
related, and in some cases parallel, analysis that is currently under way 
with respect to the international taxation of financial instruments and 
financial services entities. In the midst of the information and tech-
nology revolution, much attention of tax lawyers and scholars has 
been focused on financial instruments,2 perhaps largely to the exclu-
* Assistant Professor of Law, Harvard Law School. 
1 The use here of the phrases "electronic commerce" and "information tcchnologies" 
(and related terms) is intended to be broad and to encompass the range of business acti\i-
ties that involve computers, electronic communications, and information distribution. 
2 See, e.g., Fred B. Brown, Federallncome Ta.xation of U.S. Branches of Foreign Corpo-
rations: Separate Entity or Separate Rules?, 49 Tax L Rev. 133 (1993); Edward D. 
Kleinbard, Equity Derivative Products: Fmancial Innovation's Newest Challenge to the 
Tax System, 69 Tex. L Rev. 1319 (1991); Yaron Z. Reich. U.S. Fcderal Income Taxation of 
U.S. Branches of Foreign Banks: Selected Issues and Perspectives. 2 Fla. Tax Rev. 1 
(1994); Leslie B. SanlUels & Patricia A. Brown, Observations on the Taxation of Global 
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sion of the broader range of new information technologies that also 
raise tax questions. However-and here I may be somewhat biased-
I believe that much of the work done with financial instruments shares 
the same foundations, and that the study of electronic commerce taxa-
tion would benefit from the experience with financial instruments. 
We should identify the key features common to both financial instru-
ments and electronic commerce and then review the pertinent tax 
analyses of financial instruments. The effort should payoff by provid-
ing a more solid base from which to begin the exploration of elec-
tronic commerce taxation. 
II. THE PROBLEM 
In order to benefit from the analyses already undertaken for finan-
cial instruments, it is helpful to re-examine the tax problem on which 
this lecture focuses. First, to the extent the focus is the source-based 
taxation of information technologies, which of the following is the bet-
ter model for the problem? Is it: 
(1) The previous business world was very physical and Congress 
designed source rules to handle it, but now the world is much less 
physical and the old rules do not work. Or 
(2) The previous world was governed by source rules, which, though 
not perfect, were generally acceptable because of the de facto limits 
imposed on taxpayer behavior by transaction costs and limited alter-
natives. Now that money is earned through less tangible activities, the 
weaknesses of the old rules have been exacerbated to the point where 
they no longer adequately function.3 
One might ask, "Does it matter which model?" or alternatively, 
"Isn't it too obvious to be important?" I believe that the answer is 
yes, it matters which model, and that one should be explicit because it 
provides a clearer sense of what is happening and why. If one believes 
(2) is the better model, as Charley and I dO,4 then knowing that may 
make us more comfortable contemplating a broad range of changes to 
the rules, because, in fact, these rules have never been perfect. That 
is, in considering the source-based taxation of electronic commerce, 
one starts with source rules developed at a time when earning income 
Securities Trading, 45 Tax L. Rev. 527 (1990); David J. Shakow, Taxation Without Realiza-
tion: A Proposal for Accrual Taxation, 134 U. Pa. L. Rev. 1111 (1986); Reed Shuldiner, A 
General Approach to the Taxation of Financial Instruments, 71 Tex. L. Rev. 243 (1992); 
Jeff Strnad, Taxing New Financial Products: A Conceptual Framework, 46 Stan. L. Rev. 
569 (1994); Alvin C. Warren, Jr., Financial Contract Innovation and Income Tax Policy, 107 
Harv. L. Rev. 460 (1993) [hereinafter Innovation]. 
3 See Charles 1. Kingson, Taxing the Future, 51 Tax L. Rev. 641 (1996). 
4 Id. at 644-58. 
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was a more physical activity.s At that time, the rules were tolerable, 
but not flawless.6 The major difference is that those "flaws" matter 
more in the taxation of electronic commerce.7 
In looking at this picture, Charley raises two questions: (1) Do the 
old rules make sense, even looking at the past? and (2) What do we do 
now ,vith changing facts?8 To answer both questions, we need to ask 
what we expect from the source rules, what steps we take to tax at 
source, and what we fear most. 
Unfortunately, even the basic point, the "why" of source-based tax-
ation, is not absolutely clear, and the proper role and scope of source-
as compared to residence-based jurisdiction continues to be debated.9 
But, as a preliminary matter, one can describe the why of source-
based taxation as a possible combination of factors, including: (1) the 
recognition of the source country's claim to such income because it 
provided the environment in which income was earned, (2) the obser-
vation that source-based taxation can be harder to avoid than resi-
dence-based taxation, (3) the appeal of a tax on foreigners, and (4) the 
balancing of taxing power between developed and developing 
nations.1° 
In actually imposing a source-based tax, the United States uses a 
multi-step process: (1) categorize the income, (2) apply the source rule 
for that income category to determine whether it is foreign or domes-
tic source,n and (3) determine whether or not the income is taxed 
even if it is U.S. source, and if taxed, by what method.l2 
5 See, e.g., Treasury To Issue Paper Examining Range of Electronic Commerce Tax Is-
sues, Daily Tax Rep. (BNA), June 28, 1996, at G-5 (Treasury attorney-advisor Bruce Co-
hen noting that "concepts now used to describe transactions in the physical world may 
need to be redefined") [hereinafter Tax Issues]. 
6 Earlier cases struggled to classify an item of income in order to determine its source. 
See, e.g., Karrer v. United States, 152 F. Supp. 66 (Ct. Cl. 1957) (question whether income 
was from services or royalties); Korfund Co. v. Commissioner, 1 T.e. 1180 (1943) (source 
of income from noncompetition agreement); see also John J. Cross Ill, Ta.xation of Intel-
lectual Property in International Transactions, 8 Va. Tax Rev. 553 (1989). 
7 See Kingson, note 3, at 642. 
8 See Kingson, note 3, at 658-62. 
9 See, e.g., Hugh J. Ault & David F. Bradford, Taxing lnternationallncome: An Analy-
sis of the U.S. System and Its Economic Premises, in Taxation In The Global Economy 11 
(Assaf Razin & Joel Slernrod eds., 1990); Reuven S. Avi-Yonah, The Structure of Interna-
tional Taxation: A Proposal For Simplification, 74 Tex. L. Rev. 1301 (1996); Robert A. 
Green, The Future of Source-Based Taxation of the Income of Multinational Enterprises, 
79 Cornell L. Rev. 18 (1993); Charles I. Kingson, The Coherence of International Ta.xation, 
81 Colum. L. Rev. 1151 (1981); Alvin e. Warren, Jr., Commentary, Alternatives for Inter-
national Corporate Tax Reform, 49 Tax L. Rev. 599 (1994). 
10 See, e.g., Avi-Yonah, note 9, at 1336; Green, note 9, at 29-32. 
11 See IRC §§ 861-865. 
12 Some U.S. source income is taxed on a gross basis through a withholding mechanism. 
IRe §§ 871(a), 881(a}. Other U.S. source income (earned by a U.S. trade or business or 
permanent establishment of the foreign person) is taxed on a net basis at graduated rates. 
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The process of categorization depends on the ability of the tax law 
to distinguish among income types-often a difficult task, even when 
the taxpayer is not trying to be clever. Looking at the past, the source 
rules exhibited their failings, as taxpayers and the government strug-
gled over the proper category for each income item.13 Regardless of 
the precise purpose for and motive behind source-based taxation, for 
it to work with any efficiency, the categorization process must be fairly 
self-evident, at least if different categories lead to different rules. As 
Charley's example regarding royalties and sales illustrates, the chal-
lenge in using these categories is not new.14 What is new is the 
amount of revenue and the volume of business generated by activities 
for which there are very hazy applications of existing categories.1S 
Moreover, even after categorizing the income item, one must agonize 
over the tax treatment under trade or business and permanent estab-
lishment standards, raising additional troublesome questions regard-
ing what constitutes adequate contact for net basis taxation in a less 
physical business world. As more total dollars, as well as a higher 
proportion of total income generated, are from electronic commerce 
and communications,16 one cannot ignore the subject and probably 
cannot afford to give up the revenue potentially lost through rules 
whose application is uncertain in the face of substantial change. 
So, given some sense of the task, and of the kind of tools usually 
used to accomplish it, why not charge ahead with pen and paper (or 
perhaps more appropriately, laptop) and draft some regulations and 
rulings? What is the concern? The answer is several things: mobile 
income, tax rules that are effectively elective, stifling an important in-
dustry, double taxation, and treaty problemsP And these concerns 
are not unfounded. 
While a factory cannot be moved over the weekend, if the business 
is intangibles, it can move rather easily.1s Furthermore, the concern is 
IRC §§ 871(b), 882. Finally, some U.S. source income of a nonresident escapes U.S. taxa-
tion altogether. See, e.g., IRC § 871(a)(2) (subjecting only certain capital gains to U.S. 
tax). 
13 See note 6. 
14 See Kingson, note 3, at 645. 
15 See Tax Issues, note 5, at 0-6. 
16 See Taxed in Cyberspace, Economist, July 13, 1996, at 67, 67. 
17 See, e.g., Tax Issues, note 5, at 0-5 (noting the permanent establishment and treaty 
benefits issues raised by electronic commerce, the enforcement concerns, and the need for 
collaboration); Practitioner Urges Caution in Taxation of Internet Business, Daily Tax 
Rep. (BNA), Sept. 4, 1996, at 0-6 [hereinafter Caution] (IBM representative acknowledg-
ing governments' concern that electronic commerce might erode the tax base, but observ-
ing that businesses may face double taxation in the absence of international agreement 
over tax rules and that Internet-based businesses are very mobile and can leave an unfa-
vorable jurisdiction). 
18 See Caution, note 17, at 0-6. 
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not abstract. Businesses do think and act with their degree of mobility 
in mind and taxing jurisdictions are attentive to such realities when 
seeking to retain or lure industry. A recent domestic example from 
Massachusetts shows the dance quite clearly. The mutual fund indus-
try, which is substantially based in Massachusetts,19 sought significant 
tax concessions from the state.20 The mutual fund companies, includ-
ing Fidelity Investments, the nation's largest mutual fund company, 
asserted that they were a portable industry, ready to move.21 They 
asserted they were not only ready to move, but actually planning to 
move to take advantage of recently passed tax laws in several other 
states, including Rhode Island22 that were designed to lure mutual 
funds from Massachusetts.23 The result: Massachusetts made tax con-
cessions and the industry is still in Massachusetts.24 Certainly, less 
mobile businesses also have obtained tax concessions from states, but 
the example is powerful and easily can be transferred to the global 
stage. 
For example, the Prime Minister of Malaysia recently announced 
the details of a government incentive plan to draw foreign investors to 
the country's proposed "multi-media super corridor," which would in-
clude expensive telecommunications links and a fiber-optic network.2S 
Among the proposed tax incentives is a five- to ten-year corporate 
19 See Charles Stein, Fund Fmns' Tax Relief Gets Green Light, Boston Globe, July 31, 
1996, at D1 (quoting a mutual fund executive's statement that Massachusetts "is the birth-
place of the mutual fund industry"); see also Jerry Ackerman, Mutual Funds Take to Bea-
con Hill in Push for Tax Relief, Boston Globe, May 15, 1996, at D1 (17% of those 
employed in the mutual fund business nationwide work for Massachusetts companies). 
20 See Stein, note 19, at D1 (describing the state tax break sought in 1996 by the mutual 
fund industry in Massachusetts). 
21 See id. (quoting one of the bill's chief sponsors, State Senator Tolman, "This is a very 
portable industry .... They have shown the ability to move elsewhere if we do not act. H). 
22 See 0 Governor, Won't You Buy Me a Mercedes Plant, N.Y. Times, Sept. I, 1996, § 3, 
at 1 (Massachusetts gave mutual fund companies a tax break after Fidelity discussed shift-
ing jobs to other states, including Rhode Island); Suzanne Oliver, It's the Costs. Stupid. 
Forbes, Oct 21, 1996, at 252, 254 ("In a bid to grab jobs from Massachusetts, Rhode Island 
recently reduced income taxes for businesses in the securities and mutual fund 
industries .... "). 
23 See Stein, note 19, at D1 (noting that the tax bill was the result of a "competitive 
threat" because several states, including Rhode Island and Connecticut. "recently passed 
tax laws designed to lure mutual fund companies from Massachusetts"); see also Charles 
M. Sennott, State's Efforts for Fidelity Latest Lure to Protect Jobs, Boston Globe, June 19, 
1996, at B1 ("Fidelity spokeswoman Ann Crowley was blunt in assessing what is at slake: 
'Massachusetts would have to act now if it would like to see the mutual fund industry 
continue to grow and add new jobs in this state'."). 
24 See, e.g., Fidelity Shows Fidelity, Boston Globe, Sept. 16, 1996, al A14 (describing 
Fidelity Investments decision to add 1,000 jobs in Massachusetts as an "important dO\m 
payment" on its obligation under the "tax-for-jobs trade-off"). 
2S See K. W. Leong, May Lam, Malaysia's PM Reveals Details of Multimedia Super Cor-
ridor, 13 Tax Notes Int'11049 (Sept 23, 1996). 
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tax exemption.26 One hundred Japanese companies have confirmed 
their participation, and apparently Microsoft has expressed an interest 
as well.27 
Some of the business activities encompassed within the idea of elec-
tronic commerce and information technologies may find themselves 
especially mobile and their necessary connection to any particular ju-
risdiction minimal.28 But this observation about tenuous connections 
(that they can enhance mobility), also leads to a quite different con-
cern over the possibilities for double taxation. Just within the United 
States, the dollar value of the cyberspace market, combined with the 
states' antiquated source rules and the states' incentive to develop cre-
ative (and profitable) source rules, has led to concern that an Internet 
seller could face more than 100% taxation through multiple state 
taxes.29 When the taxpayer is not a manufacturing plant sitting in the 
middle of one taxing jurisdiction, a greater variety of possible source 
connections can be identified by each jurisdiction, raising the likeli-
hood of double taxation.30 
But even accepting source-based taxation and an ability to catego-
rize electronic commerce satisfactorily and thus to identify a source 
rule, we must decide what degree of connection is necessary for what 
kind of taxation, for example, gross basis or net basis. That question 
forces us to evaluate application of the trade or business31 and perma-
nent establishment standards.32 Do the traditional rules typically re-
quire a certain type of physical connection? Why? Is another 
measure better able to signal electronic commerce's level of connec-
tion to a particular jurisdiction? 
26 Id. 
27 Id. 
28 For example, businesses with minimal physical plant needs, or for which the produc-
tion of goods or services need not be geographically near the end-user, may have enhanced 
mobility. See Tax Issues, note 5, at G-6 (discussing how online businesses can spring up 
and disappear overnight). 
29 See States Likely to Take More Aggressive Internet Tax Positions, Daily Tax Rep. 
(BNA), Sept. 6, 1996, at H-1 (describing concerns that, in an effort to increase revenues, 
states might take a more aggressive approach towards the taxation of Internet transactions, 
and that Internet sellers might face more than 100% tax on their income due to states using 
differing methodologies). 
30 See Tax Issues, note 5, at G-6, G-7 (discussing how a number of states are too agres-
sive in claiming jurisdiction to tax Internet access, services, and online transactions). 
31 IRe § 864(b) (defining trade or business), § 871(b) (requiring net basis taxation of 
nonresident alien individual's income effectively connected with U.S. trade or business). 
§ 882 (requiring net basis taxation of foreign corporation's income effectively connected 
with its U.S. trade or business). 
32 See, e.g., John Huston & Lee Williams, Permanent Establishments-A Planning Pri-
mer (1993) (discussing the concepts, ideas, and use of the permanent establishment 
standard). 
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With so much potential revenue at stake, it is important not to turn 
the industry into one that bears virtually no tax anywhere. Con-
versely, if many jurisdictions try to claim a source connection, for ex-
ample, to Internet sales income, the potential for multiple levels of 
taxation is especially serious. Clearly, tax authorities need to move 
with care. 
ill. A PARALLEL TO FINANCL\.L INSTRUMENTS 
So far, I have identified a range of transactions, electronic com-
merce, and related information activities, that governments may want 
to tax on a source basis,33 but the categories are weak and the rules for 
deciding how to tax are not clearly compelling. At this point, I believe 
the similarities between the tax issues raised by financial instruments 
and those raised by electronic commerce and information technolo-
gies are sufficiently similar that the tremendous energy devoted to the 
former in the past 10 years should be of some assistance in the efforts 
to explore the latter. 
What are these similarities? At the core of financial instruments 
are many of the same factors that make the electronic commerce and 
communication income issues generally difficult: mobility of the activ-
ity, difficulty identifying the activity, difficulty locating the activity, 
rapidly changing transactions and activities, and importance of mul-
tijurisdictional coordination. 
There is a similarity as well in the results of the analysis. As men-
tioned earlier, the use of categories in source-based taxation was al-
ways weak, but a combination of transaction costs and finite 
substitutability allowed them to operate with fair success. This was 
apparent not only ,vith royalties and sales, but also on the financial 
side, with stock and debt. The debt/equity line has always been con-
tested, but has grown more so ,vith the development of financial in-
struments that can isolate, divide, and recombine pieces of risk and 
return ,vith greater precision.34 Even if the potential categories for 
electronic commerce and communication activities are not as flexible, 
and lack the manipulability of mathematical equivalences based on 
put-call parity,35 alternative and confusing characterizations nonethe-
less exist. 
Another way to view the difficulty posed by electronic commerce to 
the tax system, and correspondingly, the parallel to financial instru-
33 It is important to note this underlying assumption because residence·based taxation of 
electronic commerce would not be as difficult as source-based taxation. 
34 See, e.g., Robert A. Santangelo, Towards Reshaping the Debt-Equity Distinction, 23 
J. Corp. Tax'n 312 (1996). 
35 See, e.g., Warren, Innovation, note 2, at 465-70. 
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ments, is as part of a two-fold problem. The first problem is dealing 
with the actual transactions. In the case of financial instruments, this 
means, for example, asking the question "What is an interest rate or 
equity swap and how should it be taxed in a cross border setting?"36 
For electronic transfers, this may mean posing a hypothetical like the 
one discussed at the ABA Tax Section meeting in Washington this 
past May, which considered the taxation of a foreign Internet service 
provider (with its main server located in the United States and a back 
up secondary server in a third country) that provided services to a 
U.S. manufacturer. This case study raised questions about permanent 
establishment, trade or business and source rules, but failed to result 
in consensus.37 
The second problem, and it relates to the first in several ways, is 
how to handle multinationals with complex intangible activity. On the 
financial instruments side, this is a question about how to tax financial 
services entities, which requires understanding both the actual services 
and "products," and the role of each branch, division, or subsidiary in 
the development, use, and sale of financial products.38 With respect to 
electronic commerce and communications income, it means not only 
understanding what, for example, Internet service providers do, but 
also how they do it-what the various functions are, where they are 
performed, and by whom. 
In addition, a common reaction to financial instruments-that the 
details are too complicated to follow-is also endemic to the world of 
electronic commerce and communications. Yet, the details are impor-
tant. Designing good tax rules requires a solid understanding of the 
economics of the activities being taxed. Microsoft's decision to give 
control of its new software technology to an industry group in order to 
attract software developers to its system, emphasized for me the com-
plex interactions among product development, sales, service, and 
profit.39 These connections are important to grasp. While I do not 
believe that, if the tax community became computer wizards and fi-
nancial geniuses, the tax questions would vanish, it is important to 
36 See, e.g., Charles T. Plambeck, H. David Rosenbloom & Diane M. Ring, Tax Aspects 
of Derivative Financial Instruments, Cahiers de Droit Fiscal International, LXXXb 1995, 
at 653, 665-66, 684-90. 
37 See ABA Tax Section Meeting: IRS's Halphen Briefs Panel on Nonresident Alien 
Withholding Rules, 96 TNT 94-17, May 13,1996, available in LEXIS, Fedtax Library, TNT 
file. 
38 See, e.g., Charles T. Plambeck, The Tax Implications of Global Trading, 48 Tax Notes 
1143 (Aug. 27, 1990); Reich, note 2, at 3; Samuels & Brown, note 2, at 529. 
39 See Bart Ziegler & Don Clark, Microsoft Gives Technology Away to Beat Rival, Wall 
St. J., Oct. 2,1996, at B1, B7 (explaining that Microsoft and its competitor Netscape, which 
have developed incompatible technologies for linking Web pages and other programs on 
computers, are battling to become the software industry standard). 
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understand the transactions as clearly as possible (even if you could 
not have dreamed them up on your own). Then, one can understand 
the core of the activity, hold the current tax rules up for scrutiny, and 
think about how the goals and rules interact. 
Not only are there similarities between financial instruments and 
electronic transfers, but in some cases, they come together. IRS Com-
missioner Margaret Richardson has stated, "Some foreign banks are 
now using the Internet to solicit new customers with promises of com-
plete anonymity and a haven from all taxes."4O The Commissioner 
also noted a Web advertisement offering a book that discussed "Bank-
ing in Silence," and another that enticed clients with promises of a tax-
free environment and the ability to "communicate with the bank any-
time from anywhere via the Internet. "41 
None of the connections that I have emphasized between the elec-
tronic commerce and communication area and the financial instru-
ments business should be surprising. What revolutionized the 
financial industry was a combination of factors, including innovations 
in computer and information technologies, that enabled businesses to 
restructure and finely tune their financial management as they more 
easily analyzed and shifted risk, communicated information, located 
counter parties, updated and transferred data, and created new pack-
ages of risks and returns.42 Thus, much derives from the information 
and technology revolution, which, I would agree with Charley, has 
dramatically altered the ways in which people interact, communicate, 
and conduct business.43 And to the extent that cross-border tax issues 
predominate, it makes sense to tum to the literature of financial in-
struments-not for answers (because there are not a lot) but for ideas, 
examples, and the elimination of some alternatives. Fmancial instru-
ments sparked pursuit of many questions first, possibly because these 
instruments are high profile, but also possibly because (as I recently 
heard a tax counsel from an investment bank suggest, and it sounds 
plausible) financial institutions were already global to a significant de-
gree, and when the "information" revolution struck, they were in 
place to take it, and all the issues, to a global level. 
40 See Tom Herman, Use of the Internet to Attract Tax Dodgers Rings Alarm Bells at 
the IRS, Wall St. J., Oct. 2, 1996, at A1. 
41 Id. 
42 See generally Plambeck et al., note 36, at 660 (observing that derivative financial in-
struments developed due to a number of factors including technological advances); Samu-
els & Brown, note 2, at 529-30 (noting that "the principal trends affecting the recent global 
expansion of the securities business have been economic, technological, and regulatory," 
and that "technological advances have also contributed to the development of complex 
hedging and trading strategies for international securities firms and their clients.") 
43 Kingson, note 3, at 642. 
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IV. MAKING USE OF THE PARALLEL 
Someone might well respond at this point by saying, "Very nice, you 
have highlighted some parallels, but how does that aid the analysis of 
the multijurisdictional taxation of electronic commerce and informa-
tion industries?" I think there are some basic uses one can make of 
the comparison: 
1) As noted above, financial instruments have shown many tax cat-
egories to be even weaker than they were believed to be in the past.44 
They have pushed hard at the boundaries as well as put more revenue 
and income into the most problematic categories.45 As a result, we 
have been forced to explore questions about economic substance, and 
sometimes found even that standard to be confusing and unsatisfac-
tory, at least if many of the existing categories remain the same. For 
example, the economic substance of a complex financial transaction 
could be determined by disaggregation-breaking the transaction 
down into smaller pieces that have an established tax treatment. But 
if, as is often the case with put-call parity, there is not just one way to 
dis aggregate and if the different component transactions under disag-
gregation receive different tax treatment, then the disaggregation ex-
ercise has not advanced the analysis.46 
In addition, the rapid pace of technological change as it relates to 
both financial instruments and electronic commerce means that any 
categorization cannot be too descriptive or literal because the picture 
of the world that was accurate last year is most likely inaccurate today. 
As the government has found with financial instruments, playing a 
game of regulatory catch up is not particularly satisfying. Nonethe-
less, we may be able to isolate the core that permits identification of 
some activity as financial instruments and another as electronic com-
merce and use that to redefine a system of categories perhaps more 
closely linked to function. 
2) The struggle with existing financial instrument categories has 
led to another level of questions that also must be considered before 
taxation of electronic commerce can be reviewed satisfactorily: 
a) How much re-evaluation of the tax system are we willing to 
engage in? How far towards starting with a clean slate are we capable 
of going? 
b) What are the reasons for the different tax rules for the different 
categories? How logical are the existing results, even when the place-
ment of an item of income in a given category is clear? That is, even if 
44 See Section II. 
45 Warren, Innovation, note 2, at 470-73 (noting that, in designing different financial 
contracts, taxpayers are able to elect various tax treatments and engage in tax arbitrage). 
46 See id. at 467. 
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a certain activity should be considered services, is the rule then ac-
corded services a sensible one? As Charley's discussion of the new 
sourcing of foreign sales income indicated, there is tremendous pres-
sure to incorporate a variety of economic, industry, employment. 
political, and revenue concerns in the tax rules.47 
c) How much international cooperation would be necessary to 
meet our goals? With regard to financial instruments, various catego-
ries of arbitrage are possible, and if they are to be limited, some joint 
international effort would be required. What collaborative opportuni-
ties exist among taxing jurisdictions? 
3) The current taxation and understanding of financial instru-
ments and financial services entities has been furthered through the 
use of the Advanced Pricing Agreement Program (APA). The meth-
ods and results reached in banking and global trading APAs might 
provide some guidance with respect to the question of electronic com-
merce and communication activity by the industry providers, the is-
sues of trade or business and permanent establishment, and 
multi jurisdictional income allocation. Perhaps APAs on electronic 
commerce issues could provide significant information about the un-
derlying nature of the activities. For these allocations, a key question 
would be what role physical presence should play. 
An interesting question to consider here, and one which Charley 
hints at,48 is whether the kinds of information maintained and used by 
the taxpayers themselves to monitor their activities would be helpful, 
similar to the APA process of explaining to the government your un-
derstanding of your business operations. Of course, not all issues 
could be resolved in such a way, but the taxpayers have had a strong 
incentive to figure some of this out. Certainly, you do not stay in any 
business very long unless you understand what you are doing, how 
you make money, what your inputs are, and how you collect a return. 
4) Fmally, although someone approaching the subject with a 
scholarly perspective can consider all of these questions at the fullest 
level, and perhaps identify exactly which approach would be prefera-
ble if starting ,vith a clean slate and operating \vithout political or 
other constraints, it is almost certain that the precise path of reform 
that the rules ultimately ,vill take \vill be different from that idealized 
result. So, at the same time, we need to think about the kinds of com-
promises that have some measure of logic, internal coherence, and 
integrity. For example, in the financial instruments area, although the 
debt/equity line may have very tenuous underpinnings, many discus-
47 Kingson, note 3, at 661 (arguing to divide transfers of intangibles into categories 
based on business function). 
48 Kingson, note 3, at 662. 
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sions assume that the distinction will continue for tax purposes, and 
therefore pursue the question of what to do (if anything) about the 
different withholding rules applicable to dividends and interest, as 
well as the question of what is the appropriate classification and tax 
treatment of synthetic payments.49 
V. LIMITS ON THE PARALLEL 
All of the above having been said, I must respond, however, to the 
implicit questions: "What are the limits to a comparison with financial 
instruments?" "What are the negatives?" 
1) There are not a lot of answers coming out of financial instru-
ments work. Despite the tremendous energy devoted to the taxation 
of financial instruments, there are many questions without answers, 
and dilemmas without easy solutions. But, even where there are as 
yet no answers, the understanding of what is going on with financial 
instruments, and of the likely impact of various rules, is improving. 
Moreover, looking at the analysis of financial instruments is more 
than just picking a random tax topic and saying we are bound to learn 
something through a comparison. It is the examination of an area 
with, in part, a common genesis-the rapid development of computer 
and communication technologies. Other similarities also tie the two 
together: the intangible nature of the product, the international scope 
of the market, the portability of both product and production, and the 
reliance on an arbitrage of value as an integral part of the industry's 
profitability. And it is these common features that pose the chal-
lenges to developing good source rules. 
2) The parallel is not exact. Much of the concern over financial 
instruments has focused on timing and has sought to combat the po-
tential arbitrage opportunities in a realization-based system.50 Finan-
cial instruments also have generated significant attention because of 
their ability to replicate a wide range of cash flows with varying tax 
treatments.51 For electronic transfers and communications issues, it is 
less a question of financial equivalence, and more one of the limits, 
needs, and capabilities of communication and computer technologies. 
Despite these caveats, I believe that not only would the analysis of 
electronic commerce benefit from the work already undertaken for 
financial instruments, but perhaps the continuing analysis of financial 
49 See, e.g., David P. Hariton, Distinguishing Between Equity and Debt in the New Fi· 
nancial Environment, 49 Tax L. Rev. 499 (1994). 
50 See, e.g., Shuldiner, note 2, at 250-65 (discussing timing problems in a realization· 
based system); Warren, Innovation, note 2, at 470-73 (discussing potential of tax arbitrage). 
51 See, e.g., David A. Weisbach, Tax Responses to Financial Contract Innovation, 50 Tax 
L. Rev. 491 (1995). 
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instruments would benefit from the attention now directed towards 
electronic commerce. 
VI. CONCLUSION 
I wanted to mention, in conclusion, that when I finished reading 
Charley's address and had outlined my comments, I sat back and 
thought about what I really viewed as the next step. I concluded that 
what would be ideal would be to identify the major areas of the com-
munications revolution and, in detail, try to work out a coherent pic-
ture of what they looked like, how they operated now and were likely 
to operate in the future, what the underlying econOInics were, how 
existing tax rules would apply in the different cases, the problems ,vith 
the results, the reasons for the problems, and the range of possible 
solutions, and then combine all of that ,vith a second, and substantially 
parallel, look at similar issues (primarily cross-border) for financial 
instruments. Having envisioned this monumental endeavor, I turned 
to my backlog of daily tax publications, only to discover that the Inter-
national Fiscal Association's Scientific Committee, chaired by none 
other than David Tillinghast, had announced that it is sponsoring a 
two-part research project that will examine "the impact of modem 
communications systems on traditional source taxation concepts and 
issues relating to financial products."s2 This is a perfect opportunity 
to take parallel tracks of tax research and analysis and share and coor-
dinate the observations and insights as the work is being done. I could 
not imagine a more timely project under finer supervision. 
52 IFA to Sponsor Communications Systems. Innovative Fmancial Products Project, 
Daily Tax Rep. (BNA), Sept 6, 1996 at D6. 
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